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Congressional Resear ch Service Finds Phar maceutical | ndustry

Faces Low Tax Rates, Despite High Profit Rates

Dear Colleague:

In response to my request, the Congressional Research Service recently prepared a memorandum
analyzing tax and profit rates for the mgjor US industries. The report concludes that:

Drug companies paid an effective US tax rate of 16.2 percent over the three-year period 1993 to
1996, far less than the average rate of 27.3 percent paid by companiesin al other major
industries. At the same time, after-tax profit margins -- calculated after R& D expenses -- for
the pharmaceutical industry averaged 17 percent, threefold higher than the 5 percent margin of
other industries.

Pharmaceutical companies reduce their taxable income by taking advantage of a number of tax
provisions: foreign tax credits, the possessions tax credit, the research and experimentation tax
credit, the orphan tax credit, and the expensing of research expenditures.

The relatively low tax burden of the pharmaceutical industry relates, in part, to its multinational
structure. In addition to claiming foreign tax credits, pharmaceutical companies can use their large
international operations to reduce their effective tax rate through other provisions like foreign tax
deferrals, cross-crediting of foreign tax credits and transfer pricing.

Although the pharmaceutical industry has been extremely profitable, drug prices for consumers
have soared. According to arecent study by Families USA, prices for drugs commonly used by
seniors rose 4.2 percent higher than the rate of inflation in 1999. The Hedlth Care Financing
Agency recently reported that drug expenditures increased 15.4 percent in 1998.

| am attaching the entire memorandum for your information.. If you have any questions, please call the
Joint Economic Committee, at 226-4066.

Sincerely,

Pete Stark, MC
Ranking Member
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Memorandum December 13, 1999
TO > Joint Economic Committee

Attention: Mike Kapsa
FROM . Gary Guenther
Andyg in Business Taxation and Finance
Government and Finance
SUBJECT . Federd Taxation of the Drug Industry from 1990 to 1996

Responding to your request, this memorandum analyzes certain agpects of federd taxation
of the drug industry. Specificdly, it examines the federa income taxes paid by the industry from
1990 to 1996, the most recent year for which figures on tax ligbility by industry are available, and
it compares the industry’ s average effective tax rate over that period with that of mgjor industries.
Therateisameasure of theindustry’ stax burden, and it comparesits U.S. incometax ligbility with
the industry’ s worldwide taxable income. The memorandum also assesses the drug industry’s
exposure to the dternative minimum tax and identifies the tax provisons from which it derives
sgnificant benefits.

At least three Sgnificant conclusons emerge from thisandyss. Oneisthat net incomein
the drugindustry wastaxed rel atively lightly between 1990 and 1996, despiteearning relatively high
rates of return on shareholder equity. Another conclusonisthat thedrugindustry waslittle affected
by the corporate dternative minimum tax in that period, mainly because of its risng profits and
relatively low level of investment in assets whose depreciationistreated less generoudy under the
AMT than under the regular corporate income tax. And ladtly, it appears that the drug industry
reelized sgnificant tax savings from five tax provisons. the foreign tax credit, the possessions tax
credit, the research and experimentation tax credit, the orphan drug tax credit, and the expensing
of research expenditures. It should be noted that the foreign tax credit is, strictly spesaking, not a
tax benefit becauseitsintent isto prevent the doubl e taxation in the United States of income earned
abroad.

If you have any questions about this andysis, please cal me at 7-7742.
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Federal Income Taxation of the Drug Industry Between 1990 and 1996

Federal taxation of drug industry income affects the incentive to invest in the devel opment
new thergpeutic drugs through its impact on the cost of capitd for drugmakers. Increasesin the
industry’ smargind effective rate of taxation raise this cost of capital, and when the cost of capital
rises, drug firmsin genera can afford to undertake fewer new drug devel opment projectsthan they
otherwise would.

The federd income tax liability of the drug industry from 1990 to 1996 is shown in table
1. Thefiguresinclude any dternaive minimum taxes owed by drug firms. During this period,
domestic saes of pharmaceutica products and drug industry profits rose rapidly. This rapid
growth is reflected in the 46% increase in the industry’ s income tax liability between 1990 and
1996. Itisaso cear from the datain thetablethat theindusiry substantialy lowered itstax ligbility
inthat period by claming avariety of tax credits. 1n 1995, for example, theindustry’ stax bill after
credits was less than 50% of itstax bill before credits.

Tablel. Federal Income Tax Liability for the Drug Industry, 1990 to 1996 (figuresin
millions of dallars)

Y ear Taxable Income Income Tax Before Income Tax After
Credits Credits
1990 15,934 5,482 2,452
1991 17,452 6,026 2,589
1992 19,920 6,920 3,069
1993 19,997 7,092 2,765
1994 24,837 8,752 4,313
1995 23,963 8,502 3,989
1996 24,810 8,016 4,240

Source: Interna Revenue Service. Statidtics of Income Divison. Corporation Source Book.
Washington, U.S. Govt. Print. Off., 1990 to 1996.

Aver age Effective Tax Ratesfor the U.S. Drug Industry and Major U.S.
Industries from 1993 to 1996

The average effective tax rate for an industry isameasure of itstax burden. Intheory, the
rateis amply theratio of incometaxes paid to economic income expressed asapercent. Assuch,
it combinesdl thetax provisonsthat affect the industry, including those that reward and those that
pendize certain activities and shows the burden of income taxes on the returns to an industry’s
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investments. In practice, however, it isvery difficult to sort out the economicincome of anindustry
for tax purposes because of the exclusions, deductions, and deferrds of incomeit can clam. So
andysts are forced to use the definition of taxable income under the federa tax code.

Table 2 shows the average effective tax rates for the drug industry and mgor industries
from 1993 to 1996. A notable finding is that the drug industry’s rate is lower — much lower in
some cases — than that of every mgor indudtry ligted in table 2, indluding manufacturing of which
the drug industry isapart, despiteitsreatively high profitability inthat period. From 1994 to 1998,
the drug industry’ s after-tax profits as a percentage of salesaveraged 17%; by contrast, the same
rate for dl industries was 5%.*

Whileitisnot entirely clear fromavailabletax datawhy the drug industry’ sprofitsare taxed
more lightly than those of the mgor industries listed in table 2, there are severd posshble
explanations. One relates to pharmaceuticd R&D. Because innovation plays a vita role in
competitive success and long-term growth in the drug industry, the industry is highly research-
intengve. 1n 1997, for example, the U.S. pharmaceutical industry spent the equivaent of 20.3%
of its domestic sales and exports on R&D. So one possible reason why the drug industry has a
relativey low average effective tax rate is that it benefits more than most industries from tax
provisons aimed a encouraging firms to invest in research and development. Another possible
explanation for theindustry’ srelatively low tax burden relates to its multinationd structure. Many
U.S. pharmaceutical firms have R&D, production, and sales operations abroad, and the mgor
trade association for the U.S. pharmaceuticd industry, Pharmaceuticdl Research and
Manufacturers of America (PhRMA), reportsthat U.S. pharmaceuticd firms sold $43.3 billion of
drugs in foreign marketsin 1998. The average effective tax rates shown in table 2 are the ratio of
federal incometax liability after credits to worldwide taxable income, expressed as a percentage.
If the drug industry earns relatively large shares of its worldwide taxable income from countries
other than the United States, then its average effective tax rate could be lowered relative to other
industries both by foreign tax creditsit can clam for income taxes paid to foreign governmentsand
incomeit earnsin foreign countries but chooses not to repatriate.

! Standard & Poor’s Corporation. Industry Surveys. Healthcare: Pharmaceuticals.
New York, July 29, 1999. P. 29. This is not to suggest that the drug industry’s after-tax
profitability was greater than that of every other industry. Depending on how one dassfies firms
by industry, there may be other industrieswith effectivetax rates and rates of return smilar tothose
for the drug industry.
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Table2. Average Effective Tax Rates* for the Drug Indugtry and Mgjor Indugries

from 1993 to 1996 (%)
Industry 1993 194 1995 1996 Average
for 1993
to 1996
All Industries 274 274 27.7 26.7 273
Agriculture, 26.2 26.2 26.2 24.8 258
Forestry, &
Fishing
Mining 214 200 212 198 206
Construction 26.8 276 284 280 27.7
Manufacturing 219 236 231 21.9 226
Drugs 138 174 16.6 171 16.2
Transportation & 333 325 328 34 327
Public Utilities
Wholesale & 315 308 304 30.7 308
Retail Trade
Finance, 311 29.7 313 301 305
Insurance, & Real
Estate
Services 281 285 281 27.2 280

aTheeffectivetax ratefor anindustry istheratio of itsU.S. incometax liability after creditsto worldwidetaxable
income expressed as a percent.

Source: Internd Revenue Service. Statistics of Income Divison. Corporation Source Book.
Washington, U.S. Govt. Print. Off., 1993 to 1996.

Alternative Minimum Tax Liability for the Drug Industry from 1990 to
1996

The current corporate aternative minimum tax (AMT) isaresult of the Tax Reform Act
of 1986. Under current tax law, a corporation must compute its federal income tax liability under
the regular tax and the AMT and pay the greater of the two. The AMT differs from the regular
corporate income tax in two important ways. Firdt, thetax base for the AMT is broader because
it includes a number of tax preferences and sources of income that are excluded from the regular
corporate income tax base. And second, the AMT has a statutory rate of 20%, which is
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considerably below the 35% rate at which most corporate income is taxed under the regular tax.
Because of the dtructure of the AMT, capitd-intengve firms with rdatively high debt-to-equity
ratios are most likely to be subject to the AMT, especidly during periods of declining sales or
profits?

Table3. Corporate Alternative Minimum Tax Liability for the Drug Indusgtry from
1990 to 1996 (millions of dollarsunless noted otherwise)

1990 1991 1992 1993 1994 1995 1996

AMT 39 74 125 93 39 97 136
Lighility
% of 0.7 1.2 1.8 1.3 04 1.1 1.7
Income Tax

Before
Credits

Number of NA 55 61 103 32 51 47
Hrms
Paying the
AMT

% of FHrms NA 4.0 4.0 8.4 2.4 35 2.0
Hling
Corporate
Income Tax
Returns

Source: Internd Revenue Service. Statistics of Income Divison. Corporation Source Book.
Washington, U.S. Govt. Print. Off., 1990 to 1996.

As the figures in table 3 make clear, the drug industry was little affected by the AMT
between 1990 and 1996. On average, 4% of drug firmsfiling afedera corporateincometax return
padthe AMT and theindustry’stotd AMT liability came to a mere 1.2% of its total income tax
liability before creditsin that period. Given the Structure of the AMT, such an outcome is hardly
aurprisng.  As was noted earlier, drug industry sales grew a a strong pace in the early-to-mid
1990s. Moreover, the drug industry tends to be less capitd-intensive than most other indudries,
and the typica drug firm exhibits a rdlaively low long-term debt-to-capital ratio.

2 Library of Congress. Congressiond Research Service. The Corporate Alternative
Minimum Tax: Likely Economic Effects of Repealing It. Report No. 96-311 E, by Gary
Guenther. Washington, April 3, 1996. P. 14.

3 Standard and Poor’ s Corporation. Healthcare: Pharmaceuticals. P. 29-30.
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Tax Provisions That Provided Significant Tax Savings to the Drug
Industry from 1990 to 1996

Like any industry seeking to earn the maximum after-tax profits, the drug industry takes
advantage of a number of tax provisons that lower its federd income tax liability. As available
corporate income tax statistics and a 1993 report by the Office of Technology Assessment make
abundantly clear, five provisons in particular can and do generate Sgnificant tax savings for the
industry: (1) the deduction (or expensing) of qualified research expenses under section 174 of the
Interna Revenue Code (IRC); (2) the foreign tax credit (IRC section 861); (3) the possessionstax
credit (IRC section 936); (4) the research and experimentation (R& E) tax credit (IRC section 41);
and the orphan drug tax credit (IRC section 45).* Two of the provisions encourage drug firmsto
invest in pharmaceutica research and development (R&D) by increasing after-tax rates of return
oninvestment in R& D rdativeto dterndive invetments. the expensng provison and the R& E tax
credit. The orphan drug tax credit encourages drug firms to invest in the development of drugsto
treat rare diseases by granting atax credit equa to 50% of expendituresfor human clinicd tridson
drug therapies that have received orphan status by the U.S. Food and Drug Adminigtration. The
possessions credit, whichisbeing phased out under the Small Business Job Protection Act of 1996,
encouraged drug firms to establish a significant manufacturing presence in Puerto Rico and other
U.S. territorid possessions by giving atax credit equd to the entire amount of federa income tax
lighility on possessions-source income. And the foreign tax credit is intended to prevent double
taxation of foreign-sourceincome; U.S.-based firmsare permitted to credit tax paymentsto foreign
governments againg their federal income tax liability up to the amount of federd tax that would be
owed on foreign-source income.

Table 4 shows the amounts of the four tax credits clamed by the industry between 1990
and 1996. The R&E tax credit is not reported separately because it is included in the general
business credit, and the orphandrug credit is part of the genera business credit in 1995 and 1996.
There are no estimates of the amount of research expenses that the industry deducts under IRC
section 174. The benefit of these credits to the drug industry can be grasped by estimating their
impact on itsaverage effectivetax rate. 1n 1996, theindustry’ sratewas 17.1%. But theratewould
have been more than twice as large (35.2%) if the industry had not been able to claim the foreign
tax credit, the possessions tax credit, and the general businesstax credit for that year.

Theat the industry derives significant tax savings from these credits is hardly surprisng. It
spends huge sums on domestic R& D; in 1999, it is estimated that U.S. pharmaceuticad R&D will
total $20.1 billion. Most large U.S. drug companies are multinationd in the scope of their R&D,

4 SeeU.S. Congress. Officeof Technology Assessment. Pharmaceutical R& D: Costs,
Risks, and Rewards. Washington, U.S. Govt. Print. Off., February 1993. P. 183-199.
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production, and sdes operations, in 1999, it is edimated that the foreign sdes of U.S.
pharmaceutica firmswill total $42.3 billion, or 31% of tota expected sdes®> And thedrugindustry
has established a significant manufacturing presence in Puerto Rico: a 1992 report by the Generd
Accounting Office found that as of 1990 twenty-sx pharmaceutical firms had manufacturing
operations in Puerto Rico, and those operations were licensed by the FDA to produce seventeen
of the twenty-one most commonly used prescription drugs in the United Statesin 1990.°

Table4. Sdected Tax Credits Claimed by the Drug Industry from 1990 to 1996
(millions of dallars)

Y ear Foreign Tax | PossessonsTax | Orphan Drug Generd
Credit! Credit Tax Credit Business Tax
Credit
1990 1,205 1,666 15 142
1991 1,367 1,883 18 150
1992 1,613 2,033 17 180
1993 1,886 2,150 19 208
1994 1,960 2,116 19 271
1995 2,633 1,611 NA 214
1996 2,628 1,651 NA 219

1 Asnoted above, the foreign tax credit, unlike the other credits claimed by the drug industry, is not a tax
benefit. Rather, itis ameans of preventing the doubl e taxation of foreign income by both the U.S. government
and foreign governments.

Source: Internd Revenue Service. Statidtics of Income Divison. Corporation Source Book.
Washington, U.S. Govt. Print. Off., 1990 to 1996.

° Pharmaceutical Research and Manufacturers of America. Pharmaceutical Industry
Profile 1999 (World Wide Web version). Table 11. Washington, 1999.

® U.S. Congress. Generd Accounting Office. Pharmaceutical Industry: Tax Benefits
of Operating in Puerto Rico. Washington, May 1992. 37 p.



